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and his raunchy Sirim debut on Jan. 9. Yet there hasn’t been a lot said about 

the economics and financial prospects of Sirius Grid its only direct rival, XM 
Satellite Radio. @ Wall Street aetually hasn’t been swept up in the Stern 

hoopla; investors seem to  be taking a cautious view of the two as they change 
from speculative “story stocks” valued largely on subscriber growth to ones 

that are being judged more on such traditional financial measurement as 

profits and free cash flow. “The stocks are discounting alot of good news, and 

they have large valuations,’’ says JPMorgan satellite-radio analyst Barton 

Crockett. 0 For companies with modest revenues and still-sizable losses, 

XM (ticker: XMSR) and Sirius (SIRI) have nontrivial stock-market 

values-$10 billion for Sirius, $9 billion for XM. These figures are based on 

fully diluted share counts for both companies that include convertible debt 

and other equity-linked securities. Sirius and XM shares are up more than 
10-fold from lows reached in late 2002 and early 2003, when the Street 
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questioned their financial viability. Yet the stocks have 
come under pressure during the past year, despite a 
doubling in their combined subscriber numbers to more 
than nine million. Markebleader XM, which began its 
service in 2001, about a year ahead of Sirius, now has six 
million subscribers, while Sirius has 3.3 million. 

The chief investor concerns are the path to profitabil- 
ity and the ul-ate sue of the satellite-radio market. 
Will satellite-radio subscribers top out at 20 million, 30 
million or 50 million? There now are more than 200 
million listeners to conventional AM and FM radio. Per- 
haps-the more important questions are: Will incremental 
satellite subscribers prove more costly to obtain, and will 
currently high customer loyalty begin to decline as the 

in December 2004. Sinus bot- 

under $2 in 2002. 
Investors are wondering whether it’s worth taking 

the risk involved with satellite radio operators, which 
aren’t expected to produce significant profits until 2009. 
There are plenty of investment alternatives in the de- 
pressed media, satellite-TV and cable-TV sectors. Compa- 
nieslikeTime7dramer.GaanettandCBShavesu~stantial 
current profits and free-cash-flow yelds of 5% to 8%, 
based on estimated 2006 earnings. 

“I think this is a ClAssic case of investing in companies 
during the romance phase and avoiding them in the 
reality phase,” says Rob Lutts, chief investment offlcer 
at Cabot Money Management. “Let‘s see the first dollar 
of profits before we start talking about billions.” Lutts 
isn’t fazed by richly valued companies, but he’d much 
rather le (GOOG), which is producing ample 
profits the satellite radio duo. 
Loo years, new and competing technolo- 

@es,likewireless-music services offered by cellular-phone 
companies, potentdy could challenge satellite radio. 

The current financials of XM and Sirius aren’t pretty. 
Sirius last year likely had revenue of less than $250 
million, an operating loss of more than $800 million-and 
a loss of 66 cents a share. XM probably produced reve- 
nue of $550 million, an operating deficit of $500 million 
and a loss of almost $3 a share. 

Contrast this with Clear Channel Communications 
(CCU), the leading terrestrial-radio operator, which 
probably had $9 billion of revenue and almost $1 billion 
in free cash flow last year. Clear Channel’s equity value 
is $17 billion. The good news is that both XM and Sius 
have ample cash that they say is sufficient to take them 
to cash-flow breakeven. 

Burron’s has written periodically on satellite radio, 
including a bullish cover story three years ago (“A Sound 
Idea,” Feb. 17,2003), when XM and S i u s  were a frac- 
tion of their current prices. We’ve consistently favored 
XM over Sirius, and we still do, despite Sirius’ strides in 
the past 18months. In addition to snagging Stern, Sirius 
hired Me1 Karmazin, a veteran radio executive and 
former president of Viacom, as its CEO in late 2W. 

“Satellite radio is one of the few secular-growth sto- 
ries in media and industry in the early innings of 
growth,” says Eileen Furukawa, the satellite analyst at 
Citigroup. She likes both companies, hut says XM stock 
is the better value. 

Here’s why XM looks more attractive than Sirius: 
XM and Sirius have market values that aren’t too far 
apart, but XM has almost double the number of subscrib- 
ers. XM is likely to maintain its lead in the coming years 
because it has a strgnger stable of automobve partners 
than Sirius, including all of the major Japanese car mak- 
ers, starting in 2007. XM’s partners control about 60% of 
the US. auto market. I 

“It’s a significant disappointment to us that our market 
cap is lower than that of our competitor,” says Gary Par- 

Advantage XM 
XM Satellite Radio has a Smaller market value than Sirius but has 
more subscribers. stronger automotive partners and a better finan- 
cialoutlook.Thissuggeststhat XMstockIsa bettervaluethanSirius. 
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sons, XM’s chairman. ‘We have more subscribers, and we 
add them at a fraction of the cost.” XM’s cost per acquiring 
a subscriber is roughly $100, versus about $200 for Sirius, 
al+hough Sirius aims to bring down those costs. “Investors 
at this point don’t seem to he valuing that we’re twice as 
large and twice as efficient” as Sirius, Parsons says. 

The similar market values of Sirius and XM could 
reflect tha momentum that Sirius received from the 
HowardSternlaunchand thevastly differentshareholder 
bases of the two companies. XM is the institutional favor- 
ite. Si ius  counk ahugenumber of retail investors and lim- 
ited institutional ownership. Sirius typically is one of the 
most active Nasdaq stocks, sometimes trading more than 
100 million shares a day. Jim Cramer, the host of CNBC‘s 
Mad Money, has been a Sirius fan. 

X M  and Sirius have demonstrated that large numbers 
of Americans will pay for something that they used to 
get free. Both charge $12.95 a month or $142 a year for 
125-plus channels of commercial-free music, news, talk 
and personalities like Stern. One misconception is that 
Sirius and XM share programming. 

Looking ahead to 2010, a significant chunk of the 
estimated 17 million vehicles expected to be sold in the 
US. could have satellite radio as standard equipment. 
Both XM and Si ius  may add three million subscribers 
annually inshe next few years. 

Commercial radio helped create the opportunity for 
XM and Sirius, as the industry alienated listeners by 
adopting homogenized formats in the 1990s and barrag- 
ing them with as many as 20 minutes an hour of commer- 
cials. XM and Sirius recognized that there was a broad 
national audience for jazz, classical, blues and folk 
music-even if those genres couldn’t support commercial 
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Path to Profits 
XM IS on a faster road to  turning sizable profits than Sirius. XM could generate $1.4 billion of free 
cash flow in 2010, versus 5622 million for Sirius. according to J.P. Mwgan analyst Barton Crockett. 

Company 2005 2006E 2007E 2008E 2009E ZOlOE 

Revenues (mili $565 $1.042 $1.549 $2,135 $2,116 $3.447 . .  

Free Cash Flow (mil) 4 2 8 7  -526 $188 $528 $923 $1.411 

- Subscrlbers (mil) 3.3 6.1 9.3 11.9 14.5 16.8 

Revenues (mil) $236 $597 $1,023 $1,490 $1,922 $2,363 

Free Cash Flow (mil) -$372 -$225 4 1 7  $126 $359 $622 
E-Erfmate sourn  I.?. Morgan 

XMs Parsons says the company be- purchased by consumers at retailers like 
lieves that it can generate $100 million Best Buy and Circuit City, rather than.= 
of annual free cash flow for every nil- standard equipment in cars. 
lion subscribers above financial XM had anine-month head stqt laun- 
breakeven. This implies that XM could chingitsservice because itsin-house teeh- 
have more than $1 billion of free cash nology was available earlier than Sius’ 
flow in 2010, when it expects to have 20 outsourcedtechnology,andXMhasmain- 
million subscribers. With a current mar- tained a technological lead since’then. 
ket value of $9 billion, XM trades ‘at a The XM edge could be evident in the 
10%-plus free-cash-flow yield baaed on coming launch of portable devices from 
potential 2010 results. If XM tratles in Pioneer and Samsung that will combine 
2010 at a 5% ah-flow..yield, it suggests a live XM radio and MF3 recording capa- 
that its stock could double by then.’ bilities that will allow users to store 50 

Sirius’ cash flow is expected.to trail hours of programming, including music 
XMs because it’s growing from a recordedoffXMchannels (see Our 
smaller subscriber hase. JPMorgan’s get of the Week, page 35.) One limits- 
Crockett sees Sirius generating $622 tion is that music recorded from XAf’s 
million of free cash in 2010, while Citi- 160 channels can’t be moved from the 
group’s Furukawa projects $643 million. device and will no longer be accessible if- 
These projections suggest less upside the XM subscription lapses. 
potential for Sirius shares. The music industry isn’t crazy about 

XM’s automotive-conbacts edge is such devices, including one from Sius 
signifcant: Car makers are ramping up called the 550 that allows subscribers to 
production of vehicles that are factory record off the air. XM and Sius now 
eq~ppedwithsatelliteradios,andconsum- pays less than $1 a month per sub- 
erspreferbuyingcarsthat~beimmedi- scriber in royalties to the music indus- 
ately driven off the lot with them, rather try, far less than the estimated $4 to $6 a 
than havingdealers instad the radios. XM month that RealNetworks’ Rhapsody 
also has ancilhy data services, such as and other subscription services pay. 
NavTrafIic, whichintegrateslivetraftlcre- Later this year, key agreements ex- 
ports into the navigation syjtems of the pire between XM and Sirius and the 
Acura RL and some Cadillacs. music companies. The music industry is 

Auto makers generally have lined apt to seek higher’payments, arguing in 
up in either the XM or Sirius camp. part that XM and Siius’recording de- 
XM has General Motors, which has vices are turning XM and Sirius into 
been the most aggressive installer of interactive s rvices. ‘We do not believe 

two million drivers of GM cars with verting the framework of the satelljte 
active XM radios. radio service from radio to interactive 

Honda (HMC) also is aligned with service,” wrote Morgan Stanley’s Ben- 
XM. Its luxury division, Aeura, now has jamin Swinbyne in a client note. He 
XM radios as standard equipment in its warned that it would be “catastrophic” 
cars. And behemoth Toyota (TM) plans for satellite radio if the music industry 
to roll out factory-instaled cars with XM could succeed in imposing costly Rhap- 
radioslaterthisyeaxToyota’snewLexus sody-type royalties on XM and Sirius. 
flagship,theLS460,isljkelytoeomestan- XM and Sirius also have developed a 
dard with an XM radio and NavTraffic. host of retail products, including radios 
Nissan (NSANY) plans to roll. out fac- that can be self-installed in cars, boom 
tory-installed XM radios in 2007. Fast- boxes for home use and MP3-type play- 
growing Hyundai plans to make XM a ers priced from $50 to $500 to broaden 
standard feature in its cars by 2007. The the market. 
car makers in the XM camp could ap- It’s important to recognize that there 
proaeh a 65% U.S. market share in the are few companies in today’s stock 
coming years. market like XM and Sirius, with ro- 

The bad news for XM is that, at least bust market values and only modest 
this year, it will be highly dependent on revenues. Yet both are legitimate 
General Motors, whose woes likely won’t growth stories with clear paths to prof- 
help it sell cars. Subscriber additions itability. Assuming that XM and Sirius 
from GMwere weakin thefourth quarter. stay rational and Americans don’t tire 

Sirius’ key partners are Daimler of satellite radio, the two companies 
Chrysler (DCX), Ford (F) and BMW. are apt to make good money within a 
DaimlerisfurtheralongthanFord,which few years. But given XM‘s edge in 
doesn’tplanwidespread availability of fac- subscribers, automotive partners, tech- 
tory-installed Sirius radios until later this nology and customer-acquisition costs, 
year. The vast hulk of Sirius radios are its stock looks like the better buy. m 

satellite radios. There now are about the [musicl ? abels will suaceed in con- 
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